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THE BENEFITS OF VARIABLE

BETA STRATEGIES

By David Schofield

The return of volatility has meant portfolio responsiveness needs to improve in
the new market dynamics. Variable beta strategies provide greater resilience
and can help contribute toward achieving long-term outcomes.

Risk and return assumptions are key to
strategic asset allocation, but they are
often static and leave investors with
unchecked downside risk.

While it may be necessary to maintain a
static strategic allocation, it would be
prudent to incorporate more beta
flexibility within the equity portion as a
means of adapting to market regimes. This
approach potentially reduces risk without
changing the return profile, improves
compounding and can encourage more
disciplined savings behavior.

Variable beta strategies attempt to do
just that. These strategies adapt
automatically to risk regimes in order
to protect on the downside and
participate in the upside.

Our analysis uses the Morningstar Lifetime
Allocation Moderate Index as a ‘Base
Case’, a robust benchmark for target-date
strategies. We create two alternative glide

path models by substituting part of the
equity allocation with a hypothetical
variable beta strategy.

REDUCE VOLATILITY

In the first case, we simulate the
‘Reduce Volatility’ (RV) model by
substituting 1/3 of the equity portion
with a hypothetical variable beta
strategy. Our goal is to reduce portfolio
volatility while matching the equity
exposure of the Base Case. The impact
isillustrated in Figure 1. It shows a
reduction in volatility throughout the
glide path while maintaining the same
overall equity exposure.

This approach can be incorporated into
an asset allocation in two different ways:

Figure 1: Reduce Volatility (RV) Model: Reduce Volatility and match equity exposure

1.reduce total portfolio volatility while
maintaining equity exposure.

2.maintain total portfolio volatility
while increasing equity exposure. 14%
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We illustrate the benefits of adding a
variable beta strategy to an asset
allocation model within a target-date
investment strategy. Target-date
strategies are popularin defined
contribution plans, but are limited by
their static assumptions.

These assumptions often ignore the
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impact of equity drawdowns.
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Figure 2: Match Volatility (MV) Model: Match Volatility and increase equity exposure
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downturns impacts contributions as
participants abandon their investment
strategies at the worst of times. Using
variable beta strategies can help here
by mitigating the impact that equity
losses have on a portfolio. In Figure 3
we observe that both models protect on
the downside. The RV model exhibited
lower drawdowns in recent periods
than the Base Case and MV models.
During recovery periods, variable beta
strategies attempt to keep up with
rising equity markets by systematically

—— Partial Equity Substitution with Hypothetical Variable Beta increasing beta

Hypothetical illustration.

Source: Intech International Division, Janus Henderson

Variable beta strategies adapt to equity
risk regimes within existing allocation
approaches. By using such strategies,
investors can make their strategic asset
allocation models more dynamic
without changing their long-term
assumptions. «

MATCH VOLATILITY

In our second case (Figure 2) we
simulate the ‘Match Volatility” (MV)
model by matching the total portfolio
volatility but increasing the equity
exposure.

career stage. Here downside protection
becomes increasingly critical.
Mitigating losses is especially
important during the years before
retirement, when large losses can
dramatically reduce retirement wealth.
A variable beta strategy can help in
this stage by reducing such drawdowns.
During this period, the RV model
generates 12.9% more wealth and the
MV model generates 16.8% more than
the Base Case model.

To understand the impact of a variable This article was written by David Schofield,
beta strategy, we examine the
cumulative wealth differences between
the three models over the 20 years

ending 31/12/2018.

President, Intech International Division at
Janus Henderson.
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Finally, during retirement, participants
are expected to withdraw capital but
doing so in down markets damages
portfolio longevity. Furthermore, as
people are living longer in retirement,
maintaining growth potential from
equity exposure is vital. During this
period, wealth for the RV and MV
models are 11.7% and 17.0% higher
than the Base Case, respectively.

During the early-career phase,
participants have a high allocation to
equities. The rationale is that younger
participants have more time to regain
any losses. Mitigating losses during
this phase helps improve compounding
over this early phase. At the end of this
period, accumulated wealth for the RV
modelis 4.9% higher than the Base
Case. Wealth for the MV case is 9.8%
higher.

Losses also affect contribution
behavior - even in target-date
strategies. Anxiety during market

In most glide paths equity exposure
falls significantly during the late-
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Hypothetical illustration.

The results shown are hypothetical based on data that is currently available.

Actual results are not guaranteed and may differ materially Source: Intech International Division, Janus Henderson



